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COMMONWEALTH OF KENTUCKY 

BEFORE THE PUBLIC SERVICE COMMISSION 

In the Hatter of: 

THE EFFECTS OF THE FEDERAL TAX REFORM ACT OF ) 
1986 ON THE RATES OF KENTUCKY UTILITIES ) CASE NO. 9780 
COM PAN Y 1 

O R D E R  

On September 27, 1986, t h e  Congress of t h e  United State6 

passed one of the most sweeping tax reform acts in over 40 years. 

The Tax Reform A c t  of 1986 w a s  signed by the President on 

October 22, 1986. A s  a result of this action, corporations in 

high tax brackets, w i t h  t a x  years ending on and after July I, 

1987, will realize a direct reduction in the effective income tax 

rate . 
Normalized income t a x e s  are a significant component of the 

cost of service of utilities. When the appropriate level of taxa- 

ble income is determined in utility rate casesr tho Commission 

a1loU.S an equivalent amount of revenues to cover t h e  associated 

state and federal income taxes.  Thus, t h e  lowering of t h e  tax 

rates under the Tax Reform A c t  should result in substantial cost 

savings to utilities in Kentucky. 

The Commission is of the opinion that in order to reflect t h e  

revenue effects of the Tax Reform A c t  in consumer rates as expedi- 

tiously as possible, a proceeding should be established for each 

utility with gross revenue in excess of $1 million. The 
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Commission is establishing cases for only the largest utilities at 

this time because the potential exists for large reductions in 

costs. Many smaller utilities' rates will not be affected at all 

by the Tax Reform Act since they are Subchapter S corporations for 

tax purposes. Publicly owned utilities with gross revenues less 

than $1 million will be reviewed by the Commission and proceedings 

may be initiated at a later date. The effects of the Tax Reform 

A c t  will be considered in the general rate cases of all public 
utilities in the future. 

The Commission is further of the opinion that the proceedings 

in which these revenue effects will be recognized in rates should 

be conducted for the sole purpose of reflecting the effects  of t h e  

Tax Reform Act. The Commission has selected this approach for the 

following reasons. 

First, it would be extremely cumbersome and expensive for the 

Commission to simultaneously initiate rate cases covering all 

utilities affected by this Order. Many utilities may not wish to 

incur the time-consuming and expensive task of preparing a com- 

plete rate case at this time. A proceeding that recognizes only 

the effects of the Tax R e f o r m  A c t  w o u l d  minimize the time and 

expense of both the Commission and the utilities. 

Secondly, the Commiseion do08 not view retaining the savings 

that result from tax reform as a proper way for a utility to 

improve its earnings. Likewise, if the Tax Reform Act should 

result in major cost increases, these costs should be recognized 

in rates expeditiously. If, aside from the Tax Reform Act, a 

utility feels that ite rates are insufficientr it has  the 
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discretion by statute to file a f u l l  rate case with the 

Commission. By initiating this case the Commission is in no way 

prohibi t ing  or restricting any utility from filing a rete case 

encompassing all rate-making issues in a separate proceeding. 

Finally, by initiating limited cases for every major utility, 

the expertise of all interested parties can be pooled to assure 

that all aspects of the Tax R e f o r m  Act are fairly reflected in 

utility rates. 

Under transitional rules of the Tax Reform Act, taxpayers 

with fiscal years overlapping the July 1, 1987, effective date 

will prorate the new tax rates and use blended tax rates. Thue, a 

calendar year taxpayer will pay an effective rate of 40 percent In 

1987, and the full 12 percent reduction in the t o p  tax bracket 

will not be reflected in tax returns until after  January 1, 1988. 

The impact of the Tax Reform Act will, in effect, be realized 

January 1, 19878 for taxpayers with fiscal years ending after 

July 1, 1987. The Commission, therefore, is strongly considering 

making rate adjustments effective January 1, 1987. 

A s  a part of its testimony and supporting documentation in 

this case, Kentucky Utilities Company (”Kentucky Utilities”) 

should address all aspects of the Tax Reform A c t  Including the 

rate implementation date of January 1, 1987, and phaee-in of rates 

reflecting the full tax reduction on January 1, 1988, for calendar 

year taxpayers. Furthermore, the historical test period for 

purposes of this proceeding should be the 12aonth period ending 

no mote then 90 days from the date of filing. 
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Since  t h e  i n t e n t  of t h e  Commission is t o  l i m i t  t h e  c o n t r o v e r -  

s i a l  i s s u e s  i n  t h i s  case t o  t h e  p a s s i n g  on  of costs or s a v i n g s  

r e s u l t i n g  f r o m  t h e  Tax R e f o r m  A c t ,  t h e  Commission proposes f o r  

electric,  gas  and  w a t e r  u t i l i t i e s  to f l o w  t h r o u g h  any s a v i n g s  or 

costs by a u n i f o r m  r e d u c t i o n  t o  a l l  Kwh, Mcf, or  g a l l o n a g e - b a s e d  

charges. All utilities should f i l e  rates and  s u p p o r t i n g  c a l c u l a -  

t i o n s  u s i n g  t h e  u n i f o r m  Kwh,  Mcf or g a l l o n a g e  c h a r g e  method.  

I n  order t o  comply w i t h  i ts s t a t u t o r y  r e q u i r e m e n t s ,  t h e  

Commission Is g i v i n g  this n o t i c e  t h a t  t h e  ra tes  c u r r e n t l y  b e i n g  

charged by t h e  a f f e c t e d  u t i l i t i e s  a re  s u b j e c t  t o  c h a n g e  as of 

J a n u a r y  1, 1987. Such c h a n g e  i n  rates w i l l  be b a s e d  on t h e  o v e r -  

a l l  i m p a c t  o n  t a x  e x p e n s e  t o  e a c h  company r e s u l t i n g  from t h e  Tax 

Reform A c t .  Because t h e  e f f e c t  on  ra tes  will n o t  b e  known u n t i l  

t h e  conc lus ’on  of t h i s  p r o c e e d i n g ,  a n d  w i l l  be different for  each 

company, t h e  e x a c t  c h a n g e  i n  rates c a n n o t  be d e t e r m i n e d  at t h i s  

t i m e .  F u r t h e r m o r e ,  b e c a u s e  of t h e  immediacy of t h e  s i t u a t i o n ,  t h e  

e f f e c t i v e  d a t e  of t h e  Tax R e f o r m  A c t  of J a n u a r y  1, 1987, and  t h e  

need  t o  a d d r e s s  t h e s e  i s s u e s  e x p e d i t i o u s l y ,  t h e  Commission h a s  

d e t e r m i n e d ,  as p r o v i d e d  i n  KRS 278.180, t h a t  a n o t i c e  p e r i o d  of 2 0  

days is r e a s o n a b l e .  

I T  IS THEREFORE ORDERED t h a t :  

1. T h i e  caae be a n d  it h e r e b y  is opened. 

2. Kentucky U t i l i t i e s  be a n d  i t  h e r e b y  is p u t  on  n o t i c e  

t h a t  i ts rates are subject t o  c h a n g e  to r e f l e c t  t h e  e f f e c t s  of t h e  

Tax Reform A c t .  

-4- 



3. Kentucky Utilities shall file within 45 days from t h e  

date of this Order its prepared testimony, with detailed 

supporting documentation, on the effects of the  Tax Reform A c t  and 

t h e  specific issues addressed in this Order Including: 

A. The rate implementation date of January 1, 1987. 

B. The flow-through of the effects of the Tax Reform 

Act 

C ,  The phase-in of r a t e s  reflecting the full t a x  reduc- 

tion. 

D. Rate design. 

4. Kentucky Utilities shall file the appropriate rate 

schedule(s) indicated in this Order bearing no effective date and 

reflecting the amount of the tax savings, with supporting documen- 

tat ion. 

Done at Frankfort, Kentucky, this 11th day of Decemberr 1986. 

PUBLIC SERVICE COUHISSION 

ATTESTS 

executive Director 


